The purpose of this research paper is to find how much risk is involved in investing emerging market debt. Emerging markets are becoming a hub for foreign investors either that is an equity or debt investment. The risk is the important element for investors. As for emerging markets the most important risk that investor can face is exchange rate and political risk. I used Augmented DickeyFuller to carry out unit roots and johansen cointegration analysis of exchange rates and political risk in emerging markets. My result shows that individual variables are integrated order one, means unit root exist. This shows that political risk tends to follow a random walk. My finding suggests that there is a long run relationship between political risk and exchange rate. As the political risk increase exchange rate also fluctuate with relation to political situation.
: ADF test for Taiwan  Table 4 : Test for optimal lag length (India) Table 5 : Test for optimal lag length (Malaysia) Table 6 : Test for optimal lag length (Taiwan) The size of the world equity market for the same year was $ 41 trillion. This shows that there are more opportunities in debt market than equity market.
Investment professionals currently face explosion of investment opportunities around the world.
For some area, the professional investors can use their models and knowledge of investments to foreign markets but this is not possible for all the markets in different locations in the world. In fact, projected risk and expected returns for many different countries creates numerous complexities. Black (1995) clearly stated these difficulties: "Because risk and expected return are correlated in different ways, we need not see a positive correlation between risk and expected return across countries over time. Because actual return differs greatly from expected return, we especially need not see a significant correlation between actual return and risk. (p. 46). Sir John Templeton, perhaps the greatest global investor, has said that never before has our financial system been so mired in both public and private debt, and further he has stated that never before has any civilized in history escaped from such level of debt without dire consequences for its citizen and society. There has been relatively little research in finance that focuses on the economic content of various country ratting. Political risk measure have been studied in Harlow (1993) and Diamonte, Harvey and Viskanta (1995) .
Today, investors have cause than ever to seek the answer of where the markets are heading. What returns can be expected from securities? What are the risks of debt market investments? And what are the rewards? The purpose of the paper is to find the answer of one of the question asked by the investors. And that are risks of debt market investments and with focus on emerging markets. As emerging markets debt has also been an asset that has generated high returns. In fact emerging market debt is the best performing asset of the last 10 years. The paper focuses on which risk
One of the basic factors in deciding whether to invest in debt in emerging markets often depend on involved when investing in debt markets in emerging markets. The aim is, from individual investors and institutional investors, to determine the effect of risk can be and what derives it.
The investors are now much concerned about their investments either those are in equity or debt.
In the recent years, lot of investors believes that its good opportunity to invest in debt markets in emerging markets. The purpose of this paper is to investigate which country is more risky for debt investment. To do this analysis I choose two main factors which influence risk in any country, 
Literature review
Debt markets are seen to be more popular than the equity markets in almost all parts of the world. What makes them gain popularity? It is the need for funds by the government and corporates for different purposes for different purpose that gives increasing popularity to the debt markets.
Investment opportunities no longer restricted to domestic markets, financial capital can know seek opportunities abroad with relative ease. Certainly, international capital for funds has caused scorching growth in international flows of equities as well as debt and monetary instruments.
Statistically, there is some evidence that correlation among markets has been increasing and worse, there is sustained and strong evidence that co-movement among markets increased dramatically during periods of volatile price change, prompting investors to ask "where is international diversification when I need it.
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Emerging markets tend to have higher rates of economic growth than the developed world. Hence the profits of companies operating there tend grow faster than in the developed world, means higher average return to investors. Harvey (1992) studied 20 new equity markets in emerging markets. These markets have historically been characterized by high average returns and large volatility. His results explain that given the low correlation between with developed country returns, the evidence suggest that emerging market returns are not spanned by the developed market returns. Results shows, inclusion of emerging market assets in mean-variance efficient portfolio will significantly reduce portfolio volatility and increase expected returns.
The demographic profile of emerging markets also creates a striking proposition for long term investment flows and improvements in credit quality.
There are two strands of literature that are complementary for my approach. The first political risk related to returns from debt investments. Different measures have been used to access political stability of a country. Hurwitz (1973, p.449-63) found five approaches that had been used to define political stability: 1) the absence of violence and disturbance, 2) government longevity/endurance, 1 Fuerbringer (2001) , Brooks/Catao (2000) Europe and Japan. Emerging market debt has performed well in recent years, driven by the strong investment. Population growth in Asia and Latin America dwarfs that developed markets such as 3) the existence of a legitimate constitutional order, 4) the absence of structural change, 5) combination of 1 and 4, that is, a multifaceted approach.
Erb, Harvey and Viskanta (6 May 1996) Erb, Harvey and Viskanta (21st May 1996) examine the content of country risk measure provide by institutional investors and political risk services' international country risk guide. Their analysis suggests that there is information in these measures with regard to world bond market expected returns. They showed that when they formed portfolio based on changes in risk ratings, they find risk-adjusted abnormal returns in the range of 500 bp per year on unhedged returns. They also find evidence that ex-post real yields have an ability to predict the cross-section of returns. It is also the case that real yields are inversely correlated with risk measures, (higher real yields imply lower ratings or higher risk).
Bartram and Duffy (1997) find that investing in foreign securities, investors can participate in the growth in other countries, hedge their consumption basket against the exchange rate risk, realize diversification effects and take advantage of market segmentation on global scale. They suggest that in international constraints, financial investments are not only subjects to currency risk and political risk, but there are many institutional constraints and barriers, significantly among them a host of tax issue.
The second strand of literature studies the effects of exchange rates in context of debt investment.
Foreign assets are denominated in foreign currency terms; foreign securities are usually exposed to unexpected change in the exchange rates of the respective currency. If the total risk of foreign security is decomposed into the components currency risk and volatility in local-currency value, exchange risk contributes significantly to the total volatility of a security. Page | 8 from 12 to 52 weeks. They measured the returns over there to four year horizons, the coefficients on first-order autoregression are negative, supporting a mean reversion hypothesis. Their results showed that mean reverting behavior, which is consistent with the variance ratio being less than unity, implies that the foreign exchange markets are more stable and investment over long horizons is less risky than it appears to be.
Sturges (2000) explored the relationship between foreign bond and currency returns. Results (1978) (1979) (1980) (1981) (1982) (1983) (1984) (1985) (1986) (1987) (1988) (1989) (1990) (1991) (1992) (1993) (1994) (1995) (1996) (1997) showed that for the U.S. investor, excess returns on German, Japanese and U.K bonds are positively correlated with the respective excess local currency returns. But for the investors who measure their performance in the currencies of these countries, the comparable correlation between U.S. bond returns and position in U.S dollars found negative. Morcereav and Sowa (2008) investigate that emerging market government debt in local currency is a fast growing class, because this asset class is new and therefore offer attractive opportunities for investors. Their model relates long term interest rate to economic fundamentals. And they suggest that their model explain emerging markets interest rates well. They suggest that an investment strategy based on their model seem promising. Mark exchange rate and returns to short investment in Germany and American long-term bonds appears to consistent with standard asset pricing theory.
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DEBT MARKETS RISK AND RETURNS in emerging markets
This study has been undertaken to explore risk management in emerging markets. I am not interested in determining whether individual markets are more or less risky -that is inherent in emerging markets given the scale and pace of change and their current level of economic development. Experience tells us the conditions that make them riskier than mature markets will continue to apply for some time, hence, in an increasingly interconnected global economy; managing risk in emerging markets is and will continue to be an essential competence for multinational organizations.
Developed and emerging market companies identify their key objective for being there as growth and the market potential of the country itself. This is a reflection of the sheer scale and growing economic power of Developed Market companies place a significantly greater emphasis on political, operational and supply chain risk. Emerging Market companies, in turn, are significantly more likely to focus on market and competitive risk, currency, workforce, pricing and tax risk. The major issue is whether an emerging market country has a chance of setting up institutions and mechanisms that will effectively and efficiently constrain the discretion of its monetary authorities.
In principle, there are three broad monetary policy strategies that can produce a nominal anchor that credibly constrains the discretion of the central bank over the medium term: "hard" exchangerate pegs, monetary targeting, and inflation targeting.
4.1.1Structure, risk and returns in Indian debt market:
The Debt Markets play a very critical role for any growing economy which needs to employ a large amount of capital and resources for achieving the desired industrial and financial growth. The
Indian debt market is today one of the largest in Asia and includes securities issued by the Prior to 1992, the government bonds in India did not trade on the exchange. Majority of the deals were through bilateral negotiations between the dealers. The commencement of financial reforms in 1992 changed the situation dramatically. The idea of the financial reforms is to bring about more transparency and activity in debt market. The reform process was initiated to deregulate the interest rates and make them determined by the market forces of supply and demand. This brings a distinct revolution in the activities of the Indian debt market. The major player in debt markets are corporate and institutional investors.
Composition of Indian debt market
The Indian debt market comprising both the government securities and the corporate securities market is dominated by the former in terms of outstanding securities, market capitalization, trading volume and number of participants. The year 2001-02 was an eventful year for debt markets in India in which several important changes like setting up of clearing corporation for government securities, a negotiated dealing system to facilitate transparency in auction, and dematerialization of debt instruments took place.
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There are three main segments of the debt market in India: government securities, public sector unit (PSU) bonds and private corporate securities. The market for government securities comprises the central government securities such as T-bills and state government securities. The PSU bonds are generally treated as surrogates for sovereign paper, sometimes due to explicit guarantees and often due to the comfort of public ownership. Some of the PSU bonds are tax-free, unlike most 3 Bombay stock Exchange (RBI & CCIL) 4 State Bank of India other bonds, including government securities. Private corporate securities include corporate bonds and debentures, which are mostly medium-term papers with maturities up to seven years, and commercial paper, which is a short-term corporate debt instrument with maturities from 15 days to one year. The money market overlaps with the debt market inasmuch as T-bills and other shortterm debt papers with maturities up to one year form an integral part of the money market.
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In the recent past, the corporate debt market has seen high growth of innovative securities like floating rate instruments, zero coupon bonds, convertible bonds, callable bonds, etc. These instruments catered to the needs of a wide variety of investors based on their risk return preferences. The instrument in the corporate debt market are traded either through bilateral agreement between two counterparties or in a stock exchange through broker. If they are traded through brokers, then they are traded on the Bombay Stock Exchange (BSE) and on the wholesale debt market segment of the National Stock Exchange (NSE).
Though the volume in the debt market is larger than of the equity markets, but the participant are fewer than those in equity market. Unlike equity markets, debt markets do not draw much attention of the investors, particularly the individual investors. This may be due to attractive returns associated with the equity investments and their easy accessibility to the individual investors.
Particularly, the interest rates in the Indian debt market are indirectly regulated even now by way of changes in the monetary and fiscal policies triggered by the government borrowing requirements. When the equity markets are volatile, the returns on investments in them are uncertain. In such situation, exposure to fixed income market would be desirable by some of the individual risk averse investors and portfolio managers as they would be interested in earning an assured fixed return. Though the debt instruments are more secured than equity instruments, the pricing of the former is as crucial as that of the latter.
Debt markets structure, risk and returns in Malaysia:
The capital market in Malaysia has developed significantly in terms of market size, range of instruments 
The Private Debt Securities:
The bond market is a significant source of finance for various development projects in Malaysia. The range of debt securities has also widened in tandem with the growth of the market. In general, the private debt securities market comprises various types of instruments with the range covering fixed rate, floating rate, zero-coupon, convertible/non-convertible and secured/unsecured. The maturity ranges from three to 20 years.
6 Bank Negara Malaysia 7 Bank of International Settlement
Market Structure
To improve the efficiency of the tendering for securities, BNM introduced the Fully Automated System for Issuing/Tendering (FAST) to replace the tender form submission. FAST is an automated tendering system whereby the invitations to tender, the submission of bids and the processing of tenders for scripless securities and short-term private debt securities are conducted electronically. The process reduces errors and delays arising from manual handling of tenders.
Under this system, BNM acts as the facility agent for both the government and its own issues. For PDS, the companies appoint financial institutions as their arrangers and facility agents. FAST has now been enhanced to be the system to capture all primary issuance of all unlisted instruments.
The Bond Information and Dissemination System (BIDS) is a computerized and centralized database on Malaysian ringgit debt securities, providing information on the terms of issue, realtime prices, details of trades done and relevant news on the various government and private debt securities. In July 1999, the deferred net settlement protocol was replaced with the Real-Time and
Gross Settlement System (RENTAS) to enhance liquidity and reduce settlement risks. Online RENTAS reduces settlement risks for market participants as it introduced a delivery versus payment (DvP) arrangement for transactions involving securities. Under DvP, securities transactions will only be effected when securities and funds are available in both the seller's and the buyer's accounts. Currently, the system captures all government and BNM issues and unlisted issues of corporate bonds, which account for approximately 95% of the total market. The biggest challenge in building an efficient bond market is coordinating the different regulatory agencies. Since 1991, in an attempt to develop an efficient bond market, Taiwan witched the issuance of government bonds from flexible allocation to competitive bidding. Over the counter trading was established for price quotations and discovery. However, the government had too many regulatory agencies in charge of issuance and trading. With each having its own way of doing things, it became difficult for these agencies to work together towards a common goal.
Therefore, performance was unsatisfactory before 2000. Based on this experience, it is advisable that any plan for efficient price discovery should involve one agency with overall authority to coordinate the action of various policy makers.
There are numerous kinds of bond issuance in Taiwan. The bond price disclosure depends on the yield to maturity (YTM). The yield to maturity reflects the market risk that a firm faces. Since there is not much trading volume of bonds, it is practically difficult, if not impossible, to observe the market risk data. To the participants in fixed income securities market, there is not enough information to understand the intrinsic value and credit risk of an issuing firm.
Financial Reforms in Debt Market:
It is important that government bonds be issued periodically and in the appropriate amount. If the government issues bonds consistently, it will lower uncertainty and help manage positions. Taiwan used a policy of periodical issuance of appropriate amount since July 2002. The amount of issuances is neither fixed nor pre-determined. The Finance Ministry wants to control fiscal spending, therefore a policy, where the issued amount varies is more suitable. However, every issue ranged from one to two billion US Dollar, making the market large enough to be efficient and to prevent price manipulation.
Bond traders prefer on-the-run issues and this makes the active trading life of each bond shorter.
This makes it easier for particular bonds to disappear from the market and the price can be easily manipulated. There are huge price discrepancies between the on-the-run issues and the over-run issues. In order to raise the saturation of individual bonds in the secondary market and to create a The electronic bond transaction system was implemented in July 2002 and was used to diminish the level of information asymmetry between issuers and investors. Currently, trading via the electronic bond transaction system accounts for 90% of bond transactions. As the sole secondary market intermediary, the GreTai Security Market is responsible for all kinds of information disclosure, such as end of day transaction data, historical performance, issuer-related news and announcements and market-rate statistics.
Long and short trade is basic elements required for price discovery. It is quite rare to borrow bonds to short-sell and the regulators, especially in developing countries, often ban selling short.
Moreover, Taiwan (China) was no different. In October 2002 the government, realizing the importance of long and short trade in price discovery, allowed the borrowing of bonds to short-sell.
However, at that time, the bond market was at its peak and therefore this procedure was not successful. It was only in March 2005, when the repo trading system began to be used and the yield curve began to rise that the borrowing of bonds for short selling began to be profitable. Since then, the number of short selling of trades through the repo trading system has grown dramatically. I used a different way from the above to calculate the political risk. I used USA as a bench mark because of political stability and policies of the government. I used government long term interest rates of USA and compare it with the countries from emerging markets. The reason to use this way to calculate political risk is that the long term interest rate shows the stability of government policies in long run. This also shows the behavior of politicians towards the stability of financial markets. And choosing USA as bench mark is because USA has stable political system and polices are long term, leader in financial markets and financial reforms.
I have 138 observations on the monthly basis. The first task is to check stationary for political risk through ADF unit root test. Second task is to find co integration using Johansen test for co integration to find the relationship between political risk and exchange rate. Political risk serves as independent variable while exchange rate is dependent variable, which depends on political situation.
The model express exchange rate as a function political risk lags.
EX = f (PR)
It can be expressed in this equation as: In ADF test, the choice of the optimal lag is determined by the Akaike information criterion AIC.
The variable that has unit root is non-stationary at the level form, but stationary after differenced. 
Co integration
Co-integration is an econometric property of time series variables. If two or more series are themselves non-stationary, but a linear combination of them is stationary, then the series are said to be co integrated. Co-integration test aims at identifying whether the long term economic relationship existing among variables is stable. The test is carried out using Johansen co-integrated test (1991) . Some of the concepts of the equation have been described above except μ, Π, and Г.
Johansen's methodology takes its starting point in the vector autoregression (VAR) of order p given by
Where y t is an nx1 vector of variables that are integrated of order one -commonly denoted I (1) -and εt is an nx1 vector of innovations. This VAR can be re-written as Here T is the sample size and λ^ I is the i: th largest canonical correlation. The trace test tests the null hypothesis of r co integrating vectors against the alternative hypothesis of n co integrating vectors. The maximum eigenvalue test, on the other hand, tests the null hypothesis of r co integrating vectors against the alternative hypothesis of r + 1 co-integrating vectors.
Interpretation of Results
Unit Root Test
Tables 1, 2 and 3 shows the results from ADF (Said and Dickey 1984) unit root test, where lag length has been established using Akaike (1974) information criterion. The results for Political risk for India as shown in table 1 indicates, the null hypothesis cannot be rejected at 5 % and 1 % significant level respectively. This implies that the political risk in the country is integrated of order one I (1). This shows that each variable follow a random walk. Table 2 shows the results of Political risk Malaysia, which also reflects that at 5 % and 1% we are not able to reject the null hypothesis of non-stationary in levels. This suggests that the variables in levels are integrated of order I (1). As for results for Political risk in Taiwan as mentioned in Table 3 confirms that null hypothesis can not be rejected at 5% and 1% significant level.
Co Integration Test
Johansen's method is a multivariate method based on a VAR representation of the stochastic process. Once the VAR has been formulated, we can determine the number of significant eigenvalues (0 number of co integrating vectors) in the system. The test can be described as a multivariate form of the ADF-test for unit roots.
The first null is that there are no stationary relations in the data. If the Probability value is not below say 0.100 the eigenvalue is not significant. No significance means that the null of no stationary relations (=no co integration) is not reject. The test is over, and we conclude that there is no co integration. In case of rejection of the null of no stationary relations, the conclusion is so far, that there is at least one co integrating vector (r=1).
Determining the Cointegrating Rank of the system, which is done by estimating equation 3 with y t = (Π t I t ). Lag length is set to p-1 based on Akaike information criterion.
The results imply that null hypothesis is rejected in all the three tests for India, Malaysia and Taiwan. Table 4 shows the OLS and table 7 significant eigenvalue and probability results for India. From the result it is clear that probability value is less than 0.100 which means eigenvalue is significant and long term relationship exist between exchange rate and political risk. Table 7, 8 and   9 shows results from the co integration test. All the three tests reject the null of zero Co integrating vectors. The hypothesis that there is one Co integrating vector can not be rejected on the other hand; that is, based on the co integration test there is no support for variables in the system being stationary. Based on the evidence on the tables 7, 8 and 9 I would conclude that there is existence of Co integrating relationship.
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CONCULSION
Although there is an abundant literature on sovereign debt investment but still not enough research has done on debt investment particularly in government or private debt securities. This paper focused on how much risk is involved in debt investment in emerging markets. This is assessed through two main variables political risk and exchange rate risk because a foreign investor is worried about government polices and the exchange rate of that country against the other countries. To check the relationship between these two I used Johansen's co integration method.
On the basis of results it is concluded that political risk in each selected country is integrated order I (1). This shows that each variable follow random walk, which means it can go up or down with out any influence from the past movements. I also find that there is a long term relationship between exchange rate risk and political risk. The study exposes that, all the variables are correlated, which means that political risk has emphasis on exchange rate. This predicts that if the political situation in the country is stable and polices are for long term, there is a less risk as compared to the country which has fluctuation in his political system.
As for India, as it is know as the world's largest democratic country, still need lot of improvements in the policies. Tensions with Pakistan on Kashmir dispute, forced the investors to think about their long term investments. But at the same time new financial policies and innovations in financial markets also attract the investors. International business risks consultancy firm Control Risks said in its annual study on levels of global political and security risks, "Riskmap 2008," that 57 per cent of the emerging markets are at medium political risk or above, indicating significant threats to foreign investments. However, India has been named as a "low" political risks market and might benefit from political and security instability in other key emerging markets during the course of the year, it noted.
Malaysia known as the Asian Tiger is a politically stable country with growth rates that are among the highest in Southeast Asia, the country has successfully sustained strong economic growth together with a stable currency and low inflation for the past three decades. Malaysia's enjoys a healthy financial situation underpinned by an ample current account surplus and high foreign exchange reserves. The banking sector continues moreover to grow stronger as evidenced by the decline of the proportion of non-performing loans. Public spending is still high, however, which has resulted in an appreciable fiscal deficit and public sector debt representing over 50 per cent of GDP. Sovereign risk has nonetheless been limited due to the abundance of domestic savings.
Coface Country Risk Ratings reflects the average level of short-term non-payment risk associated with companies in a particular country. A2 ranking shows, default probability is still weak even in the case when one country's political and economic environment or the payment record of companies is not as good as in A1-rated countries.
The political and economic situation is very good. A quality business environment has a positive influence on corporate payment behavior. Corporate default probability is very low on average.
Taiwan continues to be one of the world's lowest-risk investment destinations, ranking fifth on Business Environment Risk Intelligence's (BERI) second business risk report of the year. Taiwan's ranking is based on BERI's Profit Opportunity Recommendation (POR) Scale, which offers a score based on political risk, operations risk, and foreign exchange flows. Taiwan received a score of 72, tying with Norway. The top four countries on the survey were Switzerland, Singapore, the Netherlands, and Japan. Taiwan also reached the 1A level on the POR --the highest level possible -another indicator of Taiwan's low-risk investment environment. In the report, BERI predicts that Taiwan will advance to fourth place next year with a score of 73, citing factors such as decreasing political risk and a more stable foreign exchange Appendix I 
